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PURPOSES OF THIS STATEMENT

I

of taxes. This has been due in part to the acceptance of a wider view
of the legitimate scope of governmental services, in part also to the extended use of taxation for the purpose of effecting social adjustments.
There has been an effort to relate tax burdens to a concept not very
clearly expressed but often referred to as "ability to pay"; in general it
has been assumed that income was more indicative of ability to pay
than property. Despite these tendencies ad valorem taxes on property
—real or personal—continue to represent a very significant part of
this country's tax structure.
Questions of the proper allocation of such taxes as between years
have in the past received relatively little consideration. Consistency
and assurance that a full year's taxes were brought into the income account of each year were all that was deemed essential. With steadily
rising taxes, more careful consideration of the tax liability at any
balance-sheet date and of the charge for any income period may be
called for.
The argument that tax liabilities should receive recognition in accounting at earlier dates than have governed in some cases in the past
is strengthened in the minds of some by the fact that taxes themselves,
especially federal taxes, have lagged behind governmental expenditures. As a result, it may be said that business enterprises are subject to
a large but indeterminate future liability which has not been reflected
in their accounting statements. In so far as governmental expenditures
are being undertaken which must ultimately be met by increased
taxation, it seems reasonable that accountants should bear this point in
mind, and exert their influence in favor of early and adequate accrual
of tax charges, and should encourage the disclosure of taxes as a separate item in the income statement.
This statement is designed to draw attention to the situation thus
outlined and to present some of the considerations which have in the
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past or should in the future determine accounting treatment of property taxes.
The question of taxes based primarily on income is also under consideration by the committee and is expected to be the subject of a later
bulletin.
THE LEGAL LIABILITY FOR PROPERTY TAXES
Unlike excise, income, and social-security taxes, which are directly
related to particular business events, real and personal property taxes
are based upon the assessed valuation of property (tangible and intangible) as of a given date, as determined by the laws of each state or
other taxing authority. For this reason the legal liability for such taxes
is generally considered as accruing at a given moment, rather than
over a period of time. Whether such legal accrual should determine the
accounting treatment is a question to be discussed later. The date of a
particular occurrence is regarded as that of creation of the liability of
the taxpayer for the tax. Statements in the tax laws, opinions of accountants and attorneys, income-tax regulations and court decisions
have mentioned various dates on which the different property taxes
are said to accrue legally. Where the question has been litigated, it has
generally been held that the taxes become a liability at the point of
time when they become a lien. The following dates are pertinent:
(1)
(2)
(3)
(4)
(5)
(6)
(7)
(8)

Assessment date.
Beginning of taxing authority's fiscal year.
Ending of taxing authority's fiscal year.
Date on which tax becomes a lien on the property.
Date tax is levied.
Date or dates tax is payable.
Date tax becomes delinquent.
Tax period appearing on tax bill.

Most of the foregoing dates are mentioned in the tax laws and in a
given case several of them may coincide. While the taxes of each jurisdiction must be considered on their own merits, a preponderance of
legal opinion, especially in connection with the deduction of property
taxes in federal income-tax returns, holds that real and personal property taxes accrue legally on the lien date; the Internal Revenue Department, however, holds that such taxes accrue on the assessment
date. Still, the United States Supreme Court has ruled 1 that, as a
condition to accrual for income-tax purposes, all of the events must
have occurred which fix the amount of the tax and determine the
liability of the taxpayer. It is argued, in this respect, that ownership on
1

U. S. v. Anderson, et al, 269 U . S. 422.
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the lien date is usually the last of the required events to occur.
A practical aspect of the legal liability for real-property taxes is presented when title to property is transferred. It is then necessary to determine whether the tax is levied against the property or against the
owner, a matter which varies in different states and taxing jurisdictions. The Treasury Department and Board of Tax Appeals have held
that only the owner of property on the day property taxes accrue in the
legal sense already noted may deduct the accrual of such taxes for income-tax purposes. On the other hand, a federal circuit court recently
upheld the deduction of real-property taxes, for income-tax purposes,
on the basis of a proration between the periods prior to and subsequent
to the date of purchase of property by the taxpayer, stating that the
tax was levied on the property and not against the owner.1 Adjustments on account of property taxes paid or accrued are frequently
incorporated in agreements covering the sale of real estate, which
thereby determine the question for the individual cases as between the
buyer and the seller, though not necessarily controlling for income-tax
purposes.
ACCOUNTING FOR PROPERTY TAXES
Accrual Accounting
Turning from legal considerations of real and personal property tax
accruals, the accounting question arises as to when the liability for
such taxes should be set up on the books of a taxpayer keeping his accounts on the accrual basis. The counterpart of this question involves
the amounts of taxes to be charged against the income of respective
periods. Here again, the decision is influenced to a certain extent by
the particular circumstances of each tax. Such terms as assessment
date and levy date vary in meaning in the different jurisdictions; and
while there is sufficient agreement about lien date to furnish a basis for
a general legal rule as already mentioned, it does not follow that the
legal rule should necessarily determine the accounting treatment.
The determination of the precise liability for the taxes under discussion often proceeds by degrees, the several steps being taken at appreciable intervals of time. While it is known that the owner of real
property is liable, in respect of each tax period, for a tax on property
he owns on the assessment day, the amount of the tax may not be fixed
until much later. Some accountants are opposed to entering liabilities
of indeterminate amount in the books, especially for items like taxes
which would ultimately be recorded when paid. While this is one of
the circumstances which lead to the occasional mention of taxes in
1

Carondelet Building Company, Inc. v. Rufus W. Fontenot, 111 Fed. (2nd) 267.
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footnotes as contingent liabilities, as indicated in the summary of
practice in the appendix to this bulletin, the inability to determine the
exact amount of taxes is in itself no justification for failure to recognize
an existing tax liability.
As evidence of the present variations in practice, real and personal
property taxes have been charged against income during each of the
following periods:
(1) Year in which paid (cash basis).
(2) Year ending on assessment (or lien) date.
(3) Year beginning with assessment (or lien) date.
(4) Calendar or fiscal year of taxpayer prior to assessment (or lien)
date.
(5) Calendar or fiscal year of taxpayer including assessment (or lien)
date.
(6) Fiscal year of governing body levying the tax.
(7) Year appearing on tax bill.
(8) Calendar or fiscal year of taxpayer prior to payment date.
Some of the foregoing periods may coincide, as when the fiscal years
of the government and the taxpayer are the same. Moreover, the
charge to income may be made in full at one time, or ratably on a
monthly basis, or on the basis of prior estimates to be adjusted during
or subsequent to the period in question.
The different periods mentioned represent varying degrees of conservatism in accrual accounting. Some justification may be found for
each period, but all of the circumstances relating to a particular tax
must be considered before a satisfactory conclusion can be reached.
In an earlier day, when taxes could quite properly be regarded as
the price paid by the taxpayer for the limited essential governmental
services rendered, such taxes could fairly be charged against the income of the period in which the services were rendered by the government. This theory perhaps still holds good for real-estate and personal-property taxes; but deficit financing, and the utilization of tax
receipts to redistribute wealth and to effect other social purposes make
it less true of income, inheritance, gift, and social-security taxes.
In view of all these considerations, consistency of application from
year to year is probably more important than the selection of any one
of the periods suggested.
As a general proposition, it would appear that the most acceptable
basis of providing for property taxes is for the company to accrue such
taxes on its books monthly during the fiscal period of the taxing authority for which they are levied. The books will then show, at any
closing date, the appropriate accrual or prepayment. In the City of
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New York, for example, the city's fiscal year is from July 1st to the
following June 30th. A company whose fiscal year is the calendar year
will in this way charge the year 1940 with half of the taxes for the city's
fiscal year July 1, 1939, to June 30, 1940, and half of the taxes for the
city's succeeding fiscal year. Since the taxes are payable April 1st and
October 1st, the account would ordinarily show no balance at June
30th and December 31st; there would be neither accrual nor prepayment to be included in the balance-sheet at those dates. In some cases
it may be necessary to make modifications of this basis for federal
income-tax purposes.
It may be argued that the entire amount of tax should logically be
accrued by the lien date. Advocates of this procedure vary from those
who would accrue the tax by charges to income during the year ending
on the lien date to those who urge the setting up of the full tax liability
on the lien date and charging the amount thereof to income during
the subsequent year. However, the basis indicated in the preceding
paragraph is held by the majority of accountants to be practically
satisfactory so long as it is consistently followed.
Cash Basis
In the uncertain circumstances described some companies prefer to
make no accruals of such taxes, but to record them as charges only as
they are paid. Among the advantages of this basis are: (a) the amount
is definitely ascertainable and not likely to require subsequent revision; (b) the method is acceptable for federal income-tax purposes,
provided the method of reporting is on a cash basis (this basis, however, has very limited application among the larger business concerns);
(c) the tax is thus related approximately to the period when governmental services are rendered; (d) the method is simple in application;
(e) if consistently applied, it does not distort the income account over
a period of years.
A number of disadvantages attach to the cash basis: (a) it does not
recognize liabilities as they arise—it is not conservative; (b) it does not
bring out the need to provide funds in advance of payment; (c) it is
inconsistent if accounts are otherwise kept on an accrual basis; (d)
it relies upon receipt of tax bills and payment dates, which may vary
from year to year.
Distribution by Months
For internal accounting purposes, it may be desirable to spread the
provision for property taxes throughout the fiscal year. This has in
practice been accomplished in many ways, including the following:
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(a) Equal monthly charges to income on the basis of the estimated
total property taxes for the year, revised when the exact amount
of taxes becomes known;
(b) Same as above, except that property taxes are combined with all
other taxes (except income) and final adjustment is made at the
end of the fiscal year in accordance with the facts then known;
(c) Monthly charges on the basis of units of production, the annual
charge having been estimated and related to production for the
year, adjusted at the end of the fiscal year in accordance with the
facts then known.
The first method above is preferable to the others as the more simple
to apply; it distributes the charge evenly among months of the year,
and is not complicated by consideration of other taxes. It is interesting to note the following instructions applicable to the caption for
taxes (listed under operating revenue deductions) as contained identically in the uniform systems of accounts for public utilities prescribed
by the Federal Power Commission and the National Association of
Railroad and Utilities Commissioners:
"B. This account shall be charged each month with the amount of
taxes which are applicable thereto . . .
"C. When it is not possible to determine the exact amount of
taxes, the amount shall be estimated and the estimate for the period
charged to this account, and adjustments shall be made as the actual
tax levies become known."
TREATMENT IN FINANCIAL STATEMENTS
Balance-sheet
The liability for real and personal property taxes, whether estimated
or definitely known, should ordinarily be included as an accrued liability under current liabilities. Such liability is usually combined with
other accrued taxes. Where estimates are subject to a substantial
measure of uncertainty, the liability should be described as estimated.
It is not generally necessary to indicate the basis of providing for
property taxes, but any change in the basis, and any special situation,
if significant, require explanation in footnotes to the financial statements or in the auditor's certificate. In a review of 500 published
financial statements for 1939 (see appendix), there was not a single
instance in which the basis of providing for real or personal property
taxes was mentioned.
Income Statement
Having discussed the accounting period to which real and personal
property taxes should be charged, it is well to consider their treatment
in the income statement.
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While it is sometimes proper to capitalize in property accounts the
amount of real-estate taxes applicable to property being developed
for use or sale, these taxes are generally regarded as an expense of doing business. They may be (a) charged to operating expenses; (b)
shown as a separate deduction from income; or (c) distributed among
the several accounts to which they are deemed to apply, such as
factory overhead, rent income, selling or general expenses. The last
method (c) is probably the most nearly correct one, although it is
useful in such cases to indicate, by a footnote to the income statement,
the total amount of taxes of all kinds so assigned to other accounts.
Such a footnote might well show a tabulation of all taxes by classifications, giving the amount of each tax, accounts to which charged, and
the total amount of all taxes charged to income during the period.
As a result of the condensed form of income statements appearing in
published reports, the amount of real and personal property taxes,
however charged in the accounts, is rarely shown separately in such
statements. They are frequently combined with other taxes, but not
with income taxes. Since there is an increasing tendency to expect
income statements to indicate significant trends, for the light they
may throw on future earning capacity, it may well be argued that an
item growing as rapidly as taxes should be separately shown in the
income statement.
Since the liability for property taxes must frequently be estimated
at the balance-sheet date, it is often necessary to adjust the provision
for the taxes of a prior year when the amount of them has been ascertained. These adjustments should ordinarily be made through the
income statement, either in combination with the current year's
provision or as a separate item in the income statement. Such adjustments have at times been passed through the surplus account, but
this practice should be discouraged.
Current Practice
The 1939 published annual reports of 500 American corporations
were reviewed to determine the current practice in the treatment of
taxes in financial statements. Real and personal property taxes were
separately mentioned in only very few instances, so that the tabulation shown in the appendix reflects the treatment of taxes in general
except federal income taxes.
There was some mention of taxes in most of the reports studied,
usually without separate amounts shown for each of the many kinds
of taxes. In most of the reports the president's letter to stockholders
contained textual comments and statistical data regarding taxes.
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The tendency to give this information is perhaps attributable to a
desire to call attention to the increasing tax burden rather than to an
extension of accounting disclosure.
The uniform system of accounts for steam railroads prescribed by
the Interstate Commerce Commission provides that the expense for
taxes, including federal income taxes, be shown as a separate deduction from net revenue from railway operations, and the liability
therefor as a separate liability under unadjusted credits. The uniform
system of accounts prescribed by the Federal Power Commission for
public utilities and licensees, on the other hand, provides that the
expense for taxes be shown as a separate deduction under operating
revenue deductions, while the corresponding liability is a separate
item under current and accrued liabilities. The item is of special importance in the case of railroads, because of the magnitude of their
real-estate accounts.
APPENDIX
CURRENT PRACTICE IN ACCOUNTING FOR TAXES

(other than income taxes)
Number of Reports
Combined with
Separate
Other Items
Amount

Total

Balance-sheet Treatment:
Assets:

Prepaid expenses or deferred
charges
Current assets
Tax claims (separate caption)

165
12

13

178
12

2

2

177

15

192

141
6

234
11

375
17

3
10

20
13
3

23
23
3

160

281

441

Liabilities:

Current
Separate caption
Unadjusted
credits
roads)
Reserves
Deferred

(rail-
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Number of Reports
Combined with Separate
Other Items
Amount
Balance-sheet Treatment (continued):
Contingent Liabilities (footnotes,
in most cases without
amounts)
Income Statement Provisions:
Cost of goods sold or operating
expenses
Other deductions from income.
Adjustments on account of prior
years:
Charges
Credits
Amount of taxes shown in footnote only

Special Adjustments (in most cases
applicable to prior years):
Through surplus accounts:
Charges
Credits
Through reserve accounts:
Charges
Credits

20

24
37

32
156

56
193

1

3
9

4
9

5

5

62

205

267

5
2

21
19

26
21

2
2

2
2

44

51

103

103

7
Amount of taxes for year mentioned in text of report only.

Total

NOTE.—The foregoing tabulation is based upon a review of the 1939 published annual reports of 500 corporations whose securities are listed on the New York Stock
Exchange or the New York Curb Exchange. In preparing this tabulation, no consideration was given to more than one tax item appearing under each caption in a
single report. Income taxes, where mentioned, were considered as "other items."
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The statement entitled "Real and Personal
Property Taxes'' was adopted by the assenting votes
of nineteen members of the committee. Two members
did not vote.

NOTES
7. Accounting Research Bulletins represent the considered opinion
of at least two-thirds of the members of the committee on accounting
procedure, reached on a formal vote after examination of the subject
matter by the committee and the research department. Except in cases in
which formal adoption by the Institute membership has been asked
and secured, the authority of the bulletins rests upon the general acceptability of opinions so reached. (See Report of Committee on Accounting
Procedure to Council, dated September 18, 1939.)
2. Recommendations of the committee are not intended to be retroactive, nor applicable to immaterial items. (See Bulletin No. 1, page 3.)
3. It is recognized also that any general rules may be subject to
exception; it is felt, however, that the burden of justifying departure
from accepted procedures must be assumed by those who adopt other
treatment. (See Bulletin No. 1, page 3.)
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